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I. THE 1942 REVENUE BILL 


COPYRIGHT DEPOSIT. 


Copyright, 1942, by Tax Foundation, New York, N. Y. 





Il. TAXATION AS AN INSTRUMENT 
OF WAR FINANCE IN ENGLAND 


Two articles are included in this issue of the Tax Review. Both 
give consideration to topics of current interest in relation to the 
pending Revenue Bill. The article by Dr. Harley L. Lutz on the 


House Revenue Bill considers the proposals for Corporation Taxes 
and the Withholding Tax on individual income. An analysis of 
Wartime Taxes in England as an aid to a program of War 
Finance is presented by Redvers Opie, Economic Adviser to 
the British Embassy. These articles, which express the views 
of the authors, are presented as a contribution to current think- 
ing on the vitally important program of war taxation and 
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are not necessarily the views of Tax Foundation. 





L THE 1942 REVENUE BILL 


On July 14th, the Ways and Means Committee sub- 
mitted the results of its labors during the preceding 
four and a half months. The Committee print runs to 
320 pages, and the Committee report in explanation 
and defense of the measure contains 187 pages. Despite 
this wordage, the layman would be totally unable to 
learn anything about federal taxation from it, for the 
bill is simply a great mass of changes in the Internal 
Revenue Code, making amendments and additions to 
the Code. This system of legislation has its advantages 


HE best evidence that the federal tax now is fast 
T approaching an intolerable condition of complica- 

tion is in the growth of so-called “technical amend- 
ments.” These are amendments to clarify obscure provi- 
sions, to correct administrative defects, or to bring the 
various parts of the law into harmony with particular 
changes. Year to year the list of the technical amendments 





but the great drawback to it is that even the so-called 
experts are frequently baffled. The revenue acts of the 
1920’s were then considered so complicated that various 
learned associations such as the National Tax Associa- 
tion, the American Bar Association, and the National 
Association of Accountants set up committees on the 
simplification of the Federal Income Tax. But the acts, 
criticized by these committees as complicated, were 
models of clarity and simplicity in comparison with 


_ the recent legislation. 


grows in geometric ratio. Some day the whole structure 
will collapse under the internal stresses which a mush- 
room growth has burdened. The entire law should be 
scrapped and replaced by a clear and simple statute before 
it falls by its own weight into administrative chaos. 


As a fiscal measure, the bill will result in the largest 
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tax levy ever laid on the American people. Net revenues 
under it to June 30, 1943 will exceed $22 billion, and in 
a full year of operation, the collections are estimated to 
exceed $24 billion. 


Gap BETWEEN EXPENDITURES AND TAX COLLECTIONS 


But size is always relative, and in this case the tax yield 
is to be compared with the expenditures to be financed 
rather than with the yield of other tax laws. Measured by 
this standard, the 1942 tax bill, as passed by the House, 
is woefully inadequate. The Committee report quotes an 
estimate of federal expenditures, as of April 24, 1942, 
which placed the total for the fiscal year 1943 at more 
than $73 billion. Thus, the taxes anticipated will be only 
about 33 per cent of expenditures, assuming that the latter 
do not exceed the April estimate. 


Since this estimate may prove to be too low rather than 
too high, it is clear that the House bill does not at all 
measure up to the requirements of war finance. Its weak- 
ness is made the more apparent in comparison with the 
fiscal program of England and Canada. 


TABLE I 
ESTIMATED EXPENDITURES 
of 
ENGLAND, CANADA, AND THE UNITED STATES 
For the Fiscal Year 1942-43 
ENGLAND! CANADA2 UNITED STATES3 


Expenditures (millions) ...... £4,511 $3,900 $73,000 
Revenue (millions) 20... 2,402 2,050 22,000 
Percentage, Revenues of 

Exped itrres.eiaacescsecescococseoens 53.2 52.6 32.9 





1 British White Paper on War Finance, in Federal Reserve Bulletin, June 
1942, p. 540. (Expenditures to be domestically financed. Overseas disinvest- 
ments excluded). 

2 House of Commons Debates, June 23, 1942, p. 3907. 

3 Report of the Ways and Means Committee to accompany HR 7378, 
(July 14, 1942), p. 2. 


ADDITIONAL TAX YIELDS FOR 1943—-PARTIAL YEAR ONLY 


The question of yield from a tax bill is always befogged 
by the difference between the return for a full year and 
that for a partial year of operation. The Treasury's original 
program has always been referred to as an $8.7 billion tax 
increase. This is the anticipated gain in revenue from a 
full year of operation and during the first year, 1943, it 
would probably not have produced more than $6 billion. 
Whether we talk of $6 billion or $8.7 billion, the 
Treasury’s plan was only a Sabbath day’s journey on the 
road of necessary tax revenue in the war emergency. 

The House Bill is short of the Treasury's very moderate 
tax goal, on a full year basis, by more than $2.5 billion, 
for it is expected to produce $6 billion additional in a full 
year, but only $4,026,000,000 in the first year 1943. Like 





all other recent tax bills the revenue act of 1942 will no 
doubt be supplanted before it has a chance to demonstrate 
its full revenue capacity. The only realistic way to think 
about a war tax bill is in terms of what it can produce at 
once rather than at some remote future time. The deception 
inherent in the log is particularly bad now when increased 
revenues are so seriously needed. Since the yield looks 
bigger than it really is, there is created a greater resistance 
to further tax increases than the facts justify. 


Space limitations compel a restriction of this comment 
to certain outstanding issues of tax policy which are in- 
volved in the House bill. One of these is the treatment of 
corporations and the other is the new withholding tax on 
individuals. 


THE CORPORATION TAXES 


The bill makes two significant changes in the method 
of determining corporation taxes. First, the net income is 
to be divided into two portions, namely, statutory excess 
profits and ordinary income. Second, a flat rate of 90 per 
cent is to be levied on all so-called excess profits in lieu of 
the rates graduated according to the absolute volume of 
excess profit. The tax rate on ordinary corporate income is 
raised to 45 per cent, including the phony surtax ate. 
The specific exemption is raised from $5,000 to $10,000. 


A 94.5 PER CENT EXCEss PROFITS TAX 


The distinction or segregation of excess profits from or- 
dinary, standard, or normal profits is superficially logical. 
The belief that such a distinction has been unerringly estab- 
lished in the tax law no doubt underlies the confiscatory 
flat rate of 90 per cent on such excess. But the assumption 
of perfection in the existing definitions of excess profit is 
completely without foundation. As is well known, the Acts 
of 1940 and 1941, with their amendments, are a mass of 
purely arbitrary assumptions and misconceptions with re- 
spect to the line between normal and abnormal, between 
necessary and unnecessary profits. Further, the law chisels 
on its own assumptions. Thus, only 95 per cent of the 
base period earnings is allowed, and the effect naturally 
is to inflate by so much the alleged excess profit. In view 
of this provision, the 90 per cent rate is equivalent to a 
94.5 per cent rate on all income above actual base period 
earnings. The 1942 bill extends the chiseling process to the 
invested capital by reducing the percentage of capital al- 
lowable as a credit from 7 per cent to 6 per cent on in- 
vested capital between $10,000,000 and $200,000,000, 
and from 7 per cent to 5 per cent on invested capital above 
$200,000,000. The explanation for this scaling down is 
that many heavily capitalized companies have not earned 
as much as 7 per cent on invested capital “over long 
periods of normal operations.” (Report in the Revenue Bill 
of 1942, p. 20.) 
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It would be interesting to know just what long periods 
of normal operation the Committee had in mind in mak- 
ing this assertion. Of even greater importance would be 
the evidence before the Committee to show that such taxes 
could actually be paid without impairing the efficiency of 
war production and without stopping the flow of new 
capital investment. For example, the maximum normal in- 
come credit for a company with $200,000,000 of invested 
capital under the proposed rate of income credits would 
be $12,150,000. This looks like an average return of 
slightly better than 6 per cent on statutory invested capital. 
But the bill proposes to take 45 per cent of this credit, 
leaving normal income after taxes of $6,682,500, or 3.3 
per cent on statutory invested capital. Final earnings after 
all taxes will be greater than this amount by the 10 per 
cent of excess profits met income remaining after the 90 
per cent tax on excess profits. In order for this residue of 
excess profits to raise total earnings after taxes to as much 
as 6 per cent of statutory invested capital, the total excess 
profits would have to be some $54,000,000, or total earn- 
ings before income and profits taxes would have to be 
about $66,000,000. In other words, total earnings before 
taxes would need to be 33 per cent of invested capital in 
order to leave a net return after taxes of 6 per cent for 
investors. 


There may be a handful of cases in which earnings of 
this magnitude in relation to capital are being realized. In 
general the range would be far below this level, particu- 
larly in those fields of industry not directly engaged in 
war production. 


New PROBLEMS CREATED BY EXCESSIVE TAX RATES 


The proposed corporation tax rates must be considered, 
too, in relation to the cash available for taxes. One popular 
conception of business profits is that the whole is always 
represented by cash in hand. Obviously, this assumption 
underlies the proposal to take as much as 90 per cent of 
the excess profits. The fact is too often contrary to this 
assumption, and excessive tax levies can be embarrassing 
to a degree far greater than is represented by the tax rates 
themselves. 


An offset to an excessive tax rate, in the form of a 
post-war credit, has been mentioned but it was not in- 
cluded in the bill. This would amount to compulsory pur- 
chase of special obligations redeemable at some indefinite 
date in the post-war period. The principal argument for 
the idea is that it would give the Treasury maximum re- 
venue now. But this argument is weak in so far as it is 
true that business concerns would be embarrassed in main- 
taining a high level of war production if they were re- 
quired to pay taxes at such rates, even if a portion of the 
payment were merely “borrowed” for the duration. Con- 
ceivably, banks would be ready to lend money needed to 
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enable corporations to acquire the compulsory savings 
bonds, especially if the bonds were available as security 
for such loans, but this would be a futile proceeding from 
every point of view. 


There is desperate need of post-war business reserves, 
but their provision should come first, not last. That is, a 
certain percentage of corporate income should be set aside 
as a post-war reserve before taxes are computed. It would 
be well to permit some flexibility in the manner of retain- 
ing and investing such reserves. Universal and compulsory 
lending of them to the Treasury could produce a post-war 
problem of serious magnitude, in addition to the difficulty 
which now lies ahead with respect to Series E bonds. 


The conclusion is clear to this writer that the corporation 
tax rates are too high. This conclusion is reinforced by 
the inadequacy of the statutory excess profits concept, and 
by consideration of the added damage which will be done 
by applying a tax rate which could be justified only by a 
perfect definition of excess profit to a situation governed 
by highly imperfect concepts and definitions. 


THE INDIVIDUAL INCOME TAX AT SOURCE 


At long last the first step has been taken by a Con- 
gressional Committee in the direction of improving the 
individual income tax in its relation to the taxpayer and 
to the critical problem of war financing, by inaugurating 
a plan of collection at source. The Committee report (pp. 
14-15) summarizes effectively the arguments which this 
writer and others have been urging for a long time in 
support of this method. 


But the scheme for withholding, as set out in the House 
Bill, does not ring the bell. It is still cluttered up with the 
debris and refuse of traditional income tax theory and 
practice, and in its present form it would involve an in- 
tolerable burden upon employers as withholding agents. 


A glance at the plan will reveal its obvious defects. It 
is described in the report! as follows: 


The taxpayer will furnish to his employer a state- 
ment as to whether he is single, married and living 
with wife or husband, the head of a family and has 
dependents. The Treasury will furnish the employer 
with a table which shows the amount of wages that 
will be exempt from withholdings as follows: 


(This table is omitted here.) 


The difference between the employee’s wages per 
pay period and the corresponding exempt amounts 
shown in the table will be subject to deduction at 
the source. 


This arrangement is objectionable in two ways. First, 
it retains the old idea of a universal exemption which is 


1 Report of the Ways and Means Committee to accompany BR 7378, 


(July 14, 1942), p. 15. 
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to be allowed to everyone regardless of the amount of in- 
come. Second, it retains the historic practice of requiring 
a return from each taxpayer for the annual period. The tax 
at source is to be credited against the total tax due on 
the return. 


No argument is required to demonstrate the difficulties 
that will be involved in computing, for each employee at 
each pay period, the amount of income to be subjected to 
collection at source under this plan. Furthermore, the with- 
holding is limited to wage and salary incomes, although 
all of the arguments presented to prove the advantage of 
paying income tax out of current income apply with equal 
force to dividends, interest and other forms of income 
receipts. To cap this bill of particulars, the plan for deal- 
ing with individuals in business and with rent income is 
most objectionable. Under the guise of equalizing a dis- 
parity between such persons and employees, the former 
are to be required to pay a first installment of tax equal 
to 10 per cent of surtax met income plus one-fourth of 
the balance of the tax after deduction of such 10 per cent. 
In the illustrative case given to clarify this formula, a total 
tax of $324 would involve a first installment payment 
of $216. 


AN ALTERNATIVE WITHHOLDING TAX PROGRAM 


Since the ice has been broken, it is of the greatest im- 
portance to all concerned that the withholding tax be in- 
troduced on the soundest basis possible. It must involve a 
minimum of effort on the part of withholding agents, for 
even the irreducible minimum will represent a consider- 
able burden. It must also achieve the maximum of con- 
venience to the taxpayer. 


The following plan is offered as a substitute for that 
contained in the House Bill. It has already been published 
by this writer in various places! and the summary given 
here is for the purpose of promoting, if possible, the so- 
lution of this difficult problem. 


1. The present normal tax on individual incomes should 
be converted into a tax at source. The obvious date 
for such a conversion would now be January 1, 1943. 


2. As this conversion becomes effective, the liability 
of individuals to pay normal tax on 1942 incomes 
should be cancelled. 


3. The new normal tax to be handled as a tax on in- 
comes at source, should be a tax on individual gross 
income. The attempt made in the pending bill to 
maintain an approximate net income basis for tax 
withholding will destroy and discredit the principle 
because of the labor and expense which will ensue, 
both for employers and for the Treasury. 





1H. L. Lutz, ‘‘The Role of the Individual Income Tax in War Finance,"’ 
Forum on War Finance Conducted by the Tax Foundation, May 19, 1942. 
(Mimeographed) . i ; 

H. L. Lutz, ‘‘A Realistic View of the Income Tax,’’ New York Times, 
July 16, 1942. 
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4. There should be no exemption of income from with- 
holding, except in the cases in which the total annual 
income is less than some stated minimum. This 
minimum could be as low as $600 for single persons 
or $1,200 for married persons. An equalizing or 
notch adjustment should be provided to prevent the 
tax from reducing incomes slightly above these 
minima to levels below them. 


5. Self-employed persons must act as their own with- 
holding agents. They should be required to remit at 
least quarterly, and encouraged to remit even more 
frequently. The basis of normal tax in such cases 
would be the total salary, drawing account, profit or 
other income received from or taken out of the 
business, trust or profession if the owner is operator. 


6. Returns of income should be required of individuals 
for purposes of surtax only. The House Bill evidently 
contemplates this filing of returns by millions of in- 
dividuals whose taxes are already paid in full under 
the withholding process. In all such cases the futility 
of the procedure will make compliance more difficult 
to secure. It will foster citizen hostility to the tax and 
immensely increase the Treasurer's burden of receiv- 
ing and examining returns. If a thorough system of 
withholding is set up, there need be no serious con- 
cern over the escape of any substantial amount of 
income payments, particularly those made as regular 
disbursements of wages, salaries, dividends and in- 
terest. In the case of all persons subject to surtax, the 
possibility of the failure of withholding with respect 
to items on casual or fortuitous income could be met 
in such a question as the following: 


“Did you receive any income during the years on which 
normal tax was not deducted at source?” 


With respect to such income, the taxpayer should ob- 
viously pay normal tax at the withholding rate. 


The two points at which the foregoing plan differs most 
sharply from the House Bill are with respect to the con- 
version of the normal tax into a tax on gross income, and 
with respect to the allowance of the exemption from 
normal tax only when total income is below a stated 
minimum. 


Both of these features of the foregoing plan are es- 
sential, for the following reasons: 


1. There is an urgent need for revenue. The customaty 
allowance of a personal credit to any taxpayer, regard- 
less of his total income, has the effect of removing 
from the tax base an enormous slice of the national 
income. The only correct and at the same time effica- 
cious way to broaden the tax base is to eliminate the 
personal credit as such, except as it becomes a mini- 
mum standard by which to determine whether or not 
to tax at all. 
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2. The effective use of taxation as a curb on inflation 
spending requires that it be applied to all income 
which is otherwise destined for consumption spend- 
ing. Inflation is universal in its effect and any success- 
ful restraint upon inflation through the siphoning off 
of consumer incomes must likewise be universal in 
scope and application. 


3. The withholding must be on a gross income basis 
to be workable at all. On this basis the employer's 
record need show, for each employee, only his marital 
status and his rate of weekly, monthly or annual com- 
pensation. The extension of tax against payroll then 
becomes a simple matter of computation. In contrast, 
the House Bill would require, in each payroll, a pre- 
liminary determination of the excess of the pay for 
the period over the amount of the exemption for the 
period and then a computation of tax on that excess. 
In view of the variations of payroll from one period 
to another because of the differences in over-time, the 
normal burden and cost upon employers will be 
enormous. This burden will be serious enough under 
the plan prepared here, but the procedure will be 
simply an extension of the routine already established 
under the Social Security Act and hence it will not 
be so likely to jeopardize the success of the under- 
taking as would an entirely separate and vastly more 
complicated procedure. 


Surtax net income should be the gross income actually 
received by the individual (i.e., total income less tax 
withheld at source) reduced by such statutory deductions 
as are now allowed or as may be permitted hereafter. The 
level of surtax net income at which surtax rates should 
first apply should be determined with due regard to the 
tate of normal tax. It would be both proper and necessary 
to anticipate a rate of normal tax well above the previous 
4 per cent rate, since the actual burden of such a tax will 
be materially less under the withholding principle than it 
would be under the writer’s method of collection. For 
purposes of illustration, it is suggested that with a normal 
tax rate of 10 per cent, the surtax rates should not apply 
to the first $2,000 of surtax net income, and with a normal 
tax rate of 20 per cent, the surtax should not apply to the 
first $4,000 of surtax net income. 
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How THE ALTERNATIVE PROGRAM WOULD OPERATE 


Finally, consider how the plan would operate. In 1943, 
returns would be required only of persons subject to surtax 
under the new conditions, and some overall figure would 
be set to assure coverage. In these returns no normal tax 
would be computed on 1942 income. During 1943 the 
new normal tax would be collected at source, and in 1944 
persons subject to surtax would report income actually re- 
ceived (i.e. after withholding tax at source) upon which 
surtax would be computed. 


The yield of individual income tax during the calendar 
year 1943 would naturally vary with the rates. This writer 
estimates that the income subject to normal tax at source, 
under the plan prepared here, would be at least $80 bil- 
lion. Normal tax would therefore produce revenue as 
follows: 


SRO: CINE; .cicremnnintvaainennneinyeten $4 billion 
BD OE CO. so xsensevevncnpaintenienncnetteeis 8 billion 
0 EE: sceerccnininnicinninian 16 billion 


Surtax rates should be adjusted to produce at least $3 
billion. Thus, at the very moderate normal tax rate of 5 
per cent, the individual income tax would produce $7 
billion in the calendar year 1943, or as much as may be 
expected under the House Bill in that period. At a normal 
tax rate of 10 per cent, the total yield would be $11 bil- 
lion to December 31, 1943, and at a normal tax rate of 
20 per cent, the total would be $19 billion. 


The normal rate of 20 per cent, suggested here as a 
possibility, should not be judged by reference to our own 
earlier experience or by reference to academic canons of 
equity, but by the revenue need and by contemplation of 
the worse evil of inflation. The standard or normal rates 
of English income tax is 10 shillings on the pound, or 
50 per cent. If the English can live and work and fight 
under a 50 per cent normal tax rate, we should be able to 
endure 20 per cent. But the English can endure a 50 per 
cent normal tax because of the extensive use of withhold- 
ing. Only by such a method can we endure the kind of 
income taxation which the war effort demands. 


Har.ey L. Lutz 
Professor of Public Finance 
Princeton University 


43 





= 




























































Pe ee ae 








THE TAX REVIEW 





August, 1942 











I. TAXATION AS AN INSTRUMENT OF 
WAR FINANCE IN ENGLAND 


Public and private analysis of the economic problems 
of war has been at a higher level of consciousness in 
England, as in other countries, during this war than 
during the last. On the financial side this fact has been 
demonstrated by the attention given to two related 
theses: that finance is the handmaiden of supply, the 
latter constituting the real sinews of war; and that the 
choice of methods in financing the war is important in 
maximising the real effort as well as in achieving a 
just distribution of the burden and in minimising dis- 
turbances or distortions in the economic system during 
and after the war. 


Emphasis on the first thesis was necessary to stop 
financial niggardliness from impeding production for 


FROM PEACE TO WAR FINANCE 


makes a striking tale, worth the telling for its own 
sake. But the full significance of it is only apparent 
when it is fitted into the story of war finance as a whole. 
Late in September 1939 war budget proposals revised 
the rates of taxation for the fiscal year ending March 1940 
and also provided for further increases in income tax in 
the year 1940-41. Budget estimates, as presented to Parlia- 
ment in April 1939, give the broad contours of the fiscal 
position as it appeared when the shadow of war already 
made peace seem precarious. Revenue under the three 
main heads was estimated as follows:1 — Inland Revenue 
$2,097 millions, Customs and Excise $1,396 millions; and 
Other Revenue $277 millions. The total revenue of $3,770 
millions covered expenditure and left a small surplus of 
about half a million dollars. Defence expenditure included 
in the Budget amounted to $991 millions, but in addition 
defence expenditure of $1,370 millions was to be met by 
borrowing under the Defence Loans Acts of 1937 and 1939. 


[= development of wartime taxation in England 


In other words taxation even before the outbreak of 
war was designed to cover rather less than three quarters 
of total expenditure, of which defence expenditure 





1 Conversion from sterling into dollars throughout the article is at the 
rate of $4, and figures are /_ org to the nearest million. On Septem- 
ber 27th when the Revised Financial Statement for 1939-40 was presented 
to Parliament the official rate had already been fixed at $4.03. The sums in 
dollars so calculated are 34% too low but the picture as a whole is not 
thereby distorted, while convenience of calculation is greatly facilitated. 
In April 1939 the sterling figures would appear still bigger in dollars be- 
cause the rate was $4.68. 





war purposes; but emphasis on the second was neces- 
sary to redress the balance in case the disregard of 
monetary considerations should become contemptuous 
and therefore in danger of defeating its own end. Bold- 
ness in emphasising the first left the way free for boldly 
imaginative schedules of armament production, but also 
called for equally bold and imaginative measures of 
finance. 


The balance of emphasis between the two factors was 
not perfect from the beginning in England but it im- 
proved rapidly. Two important facts illustrate this; the 
rapidity with which the level of taxation was raised as 
war production increased; and the statesmanlike view 
of public finance in the national economy taken by the 
Government at an early stage of the war!. 


amounted to approximately 40% of the total. Between 
April and September 1939 minor changes were made in 
the budget estimates, but the major change was made out- 
side the budget by increasing defence expenditure to be 
met by borrowing to $2,000 millions. On September 1st, 
Parliament, with a realisation of the gravity of the situa- 
tion, authorized additional war expenditure by a Vote of 
Credit2 of $2,000 millions. When the war clouds burst, 
total expenditure (ordinary and extraordinary) fore- 
shadowed was therefore $7,732 millions while prospec- 
tive revenue was only $3,552 millions. Already the 
proportion of expenditure covered by taxation had shrunk 
from 75% to 46%, and an increase in taxes was impera- 
tive, especially since total expenditure was likely to mount 
with the prosecution of the war. 


THE WAR BUDGET 


The proposals for increased taxes in the Revised Fi- 
nancial Statement of September 27, 1939 were to yield 
an additional $429 millions in 1939-40 (Inland Revenue 


1 The White Papers entitled ‘‘An Analysis of the Sources of War Fi- 
mance and an Estimate of the National Income and Expenditure’’ presented 
to Parliament in 1941 and 1942 (Cmd. 6261 and md. 6347) on the 
occasion of the Chancellor of the Exchequer’s on Speech exemplify the 
broad outlook and provide the basis for a general survey of the financial 
and economic front. 

2 A Vote of Credit is really a blanket vote of funds for Defence Supply 
Services. Each Budget shows a token vote of $16,000 for the Supply Ser- 
vices but it is announced that the substantive cost will be met from Vote 
of Credit, More than one Vote of Credit is usually taken in a year. In the 
nature of the case there can be no discussion of the purposes to which the 
funds will be put. 
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$306 millions; Customs $58 millions; Excise $65 millions) 
and $906 millions in 1940-41 (Inland Revenue $640 mil- 
lions, Customs $126 millions, Excise $140 millions.) The 
main change was in income tax, the standard rate being 
raised from 5/6d in the £ (or 2714%) to 7/- (or 35%) 
in 1939-40 and to 7/6d (or 3744%) in 1940-41. In 1939- 
40 the level of income exempt from making tax returns and 
deductible allowances were unchanged; but in 1940-41 the 
exemption limit was reduced from $500 to $480 per an- 
num, and allowances were also reduced, the most important 
being the reduction in the earned income allowance from 
one-fifth to one-sixth with a maximum of $1,000 instead 
of $1,200 and in the allowance for children from $240 
to $200 per child. 


Sur-tax was increased, but only moderately by compari- 
son with later changes; an Excess Profits Tax of 60% 
was imposed to replace the existing Armament Profits 
Duty; and the Estate Duty was increased. 


The commodities affected by Customs and Excise were 
spirits, beer, wine, sugar and molasses and tobacco, all of 
which, with the exception of wine, entered into the con- 
sumption of the masses of the people but none of which, 
except sugar, were necessities strictly so-called. 


With hind-sight it is easy to exaggerate the inadequacy 
of the War Budget. At the time, the height of the first 
jump in tie income tax came as a shock to most people, 
surpassing as it had by 10% the highest standard rate of 
6/6d (or 3214%) attained in the last war. So severe was 
the shock that the Government saw fit to cushion it in 
hard cases by providing that people whose incomes had 
fallen by 20% or more as a result of the war could choose 
to be assessed on their income in the current year instead 
of the previous year which was the usual practice in Eng- 
land. They paid no less ultimately by this procedure but 
they were saved the embarrassment of paying excessively 
and awaiting a refund. Sober critics who foresaw the high 
level which war expenditure must eventually reach, con- 
tented themselves with praising this earnest of the Govern- 
ment’s intention to press on with progressively higher 
taxation; they did not suggest that the first shock should 
have been greater. 


If any lesson is to be learned from British experience 
it is that at the very outset of war the first step in imposing 
taxation must be such as to bring home to the people the 
seriousness of war in a way comparable with the shock 


of bombs. 


THE First FULL YEAR OF WAR BUDGET 


The budget of April 1940 on the revenue side was a 
dull one because the increases in income and other taxes 
had been announced in the War Budget of September 
1939. One new tax, however, was announced, the Pur- 
chase Tax, distinguished from its near relative the Sales 
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Tax by being levied at the wholesale instead of the retail 
stage of distribution. No rate was announced and there- 
fore no estimate was possible. A spark of interest outside 
of tax proposals was aroused by the promise of legislation 
to limit the size of dividends which companies should be 
allowed to disburse, but no action was taken. On the whole 
the Budget merely gave the Chancellor of the Exchequer 
the opportunity to indulge in academic explanations of 
changes in estimates for 1940-41 and in comparisons with 
1939-40 in the light of experience in the first seven months 
of war. It is true that total expenditure, as forecast, was 
now $10,668 millions of which $4,936 millions or 47% 
was to be provided out of revenue; but it was widely 
believed that expenditure and therefore taxation would 
have to increase quickly as production for war matured. 
In these circumstances it is not surprising that the march 
of events produced a Supplementary Budget in July 1940. 


THE Post-DUNKIRK BUDGET 


The new Chancellor of the Exchequer, Sir Kingsley 
Wood (who is still the Chancellor to-day) was confronted 
by mounting daily expenditure on the war, and in the 
July 1940 Budget, Votes of Credit (i.e. war expenditure) 
was revised from the three months old level of $8,000 
millions to $11,200 millions, making total expenditure 
on objects of war and peace $13,868 millions. Some pro- 
phets, with an eye on the then daily expenditure of $33 
millions, predicted an even greater annual expenditure on 
the war, and happily their forecasts were to be realized. 
But the problem of raising additional revenue in the 
middle of the fiscal year to narrow the gap between pros- 
pective expenditure and revenue was formidable enough, 
and it is doubtful whether a higher and more accurate 
estimate for expenditure would have stimulated a greater 
effort to raise revenue. 


Increased revenue was to be obtained from both direct 
and indirect taxation. Under direct taxation, the standard 
rate of income tax was raised to 8/6d (or 4214%) and 
the effective rate increased by taxing the first $660 of 
taxable income at 5/- (or 25%) instead of at half the 
standard rate as was previously the case. Sur-tax rates 
were stepped up to achieve the maximum rate of 9/6d 
(or 4714%) — in addition to income tax at 4214% — 
on incomes exceeding $80,000 instead of $120,000 as 
under the then existing rates. Estate duties on large estates 
were increased. And Excess Profits Tax was raised to 
100%, retroactive to April 1940, a step which made the 
limitation of dividends, as previously proposed, appear 
supererogatory. 

The changes in direct taxes (excluding Excess Profits 
Tax) were to raise $276 millions in 1940-41, and $404 
millions in a full year of operation. Income Tax was to 
make the biggest contribution, with $240 millions in 
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1940-41 and $336 millions in a full year. Excess Profits 
Tax which was already contributing $280 millions, would 
yield no increase in 1940-41 because of the lag arising 
from the method of assessment, but would yield an addi- 
tional $160 millions thereafter. 


Indirect taxes, customs and excise (including the new 
purchase tax), were to contribute an additional $227 mil- 
lions in 1940-41 and $553 millions in a full year. The 
importance of indirect taxes, largely through the weight 
of the new purchase tax, was therefore increasing. In 
peace time consideration of equity kept in check the use 
of regressive indirect taxes; but in war time, when the 
problem in real terms is to convert resources from peace 
to war purposes, any means of restricting the consump- 
tion of the masses must be used, for only by decreasing the 
consumption of those who consume most of the national 
income (the relatively poor two-thirds of the total income 
receivers) can an adequate war effort be attained. 


This is the significance of the purchase tax, which was 
to yield $160 millions in 1940-41 and $440 millions in 
a full year. But in using this new instrument to mop up 
the purchasing power and diminish the consumption of 
the masses, the Chancellor still had regard to social justice. 
Two rates of purchase tax were imposed, 3314% addi- 
tion to the wholesale price on luxuries and 1634% on 
near necessaries; while a whole range of articles, notably 
food, drink and children’s clothing, were exempt alto- 
gether, because of their importance in the cost of living 
or because they were already heavily taxed by customs and 
excise. 


The supplementary budget of July 1940 was important 
because it focussed attention on the problems of war 
finance as had never been done before; and it foreshadowed 
or even laid the foundation for later policy. In the latter 
respect not only the increased emphasis on indirect taxes 
may be cited as evidence of a determination to cut civilian 
consumption, but the innovation of providing that income 
tax on wages and salaries should be deducted at the 
source.! This paved the way for a future broadening of 
the base of direct taxation, by adding millions of wage 
earners. But the very inadequacy of the total revenue in 
relation to estimated expenditure, with the certainty that 
expenditure would rise as the war progressed, brought to 
the fore that bugbear of war finance, inflation. Total re- 
venue was estimated at $5,441 millions, an increase of 
nearly $2,000 millions since the outbreak of war; yet it 
covered barely 40% of estimated current expenditure, in- 
dicating that revenue was losing the race against accelerat- 
ing expenditure. 





1See the White Paper (Cmd. 6348) of April 1942, ‘‘The Taxation of 
Weekly Wage Earners’’, for a critical examination of the scheme adopted 
in the light of inherent administrative difficulties. 





No one expected taxation to equal expenditure, but the 
problem was one of covering the residuum by methods 
which were not inflationary. From this time on, the 
amount by which revenue plus non-inflationary capital 
sources of expenditure fell short of total government ex- 
penditure came to be known as the “‘gap.” 


THE MATURING OF BUDGET POLICY 


The Budget of April 1941 was heralded as the ‘First 
War Budget,”1 yet in retrospect there is nothing revo- 
lutionary in the nature of the fiscal measures introduced. 
It was remarkable for consolidating the collective wisdom 
on war finance that had been acquired during the first 18 
months of war, to which expression was given not only 
in the Chancellor's speech but also in the White Paper? 
analysing the sources of war finance. The pattern was 
now set on the financial and general economic side in 
waging war. Full meaning was given to tax proposals by 
putting them in the general setting of the economics of 
war. The nature of this pattern will be explained when 
the account of progress in taxation has been completed. 


The main change in taxation in April 1941 was in 
income tax; the standard rate was raised from 8/6d to 
10/- (or 50%) and the reduced rate payable on the first 
$660 of taxable income was raised from 5/- to 6/6d 
(or 3214%). Furthermore, certain decreases were made 
in the allowances deductible before computing taxable in- 
come, which brought into the income tax net some two 
millions of new tax-payers from the “middle incomes,” 
those lying between the lower incomes on which indirect 
taxes fall heavily and the larger incomes on which income 
tax plus sur-tax was already high. Relief for earned income 
was reduced from one-sixth to one-tenth, with a maximum 
allowance of $600 instead of the previous maximum of 
$1,000; the personal allowance was reduced for single 
persons from $400 to $320 and for married persons from 
$680 to $560; and the exemption limit below which re- 
turns need not be made was reduced from $480 to $440. 


The changes in income tax were estimated to produce 
$600 millions in 1941-42 and $1,000 millions in a full 
year—a large addition to the tax burden of a country al- 
ready heavily taxed and with a national income of the 
order of magnitude of $25,000 millions. Perhaps the best 
evidence that the income tax weapon had been used nearly 
to the limit to cut “purchasing power during the war, and 
thus to avoid the ever present danger of inflation which 
would affect most of all those with lower incomes’’3 is 
the fact that in April 1942 no further increases in income 
tax were proposed (except for farmers who are notoriously 





1 Economist April 12th, 1941. 
2 See footnote (1, column 2) page 44, supra. 
3 The Chancellor of the Exchequer, Hansard, 7th April 1941, column 1330. 
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hard to bring into the net). On the contrary a small con- 
cession was actually made to the tax-payer in the form of 
an increased maximum allowance in respect of wives’ 
earned income from $180 to $320!1 The concession was 
to cost the Exchequer a mere $20 millions in 1942-43 
but $100 millions in a full year. To bring the story 
up to date, it should be observed that the next budget 
in April 1942 did not assume that the ultimate level 
of taxation had been reached in 1941, for it rang the 
changes from income tax to customs and excise, and im- 
posed higher rates of indirect taxation (including an in- 
crease in the purchase tax on “luxury” articles to 6624%) 
estimated to bring in $657 millions. But for the time 
being the limit in income tax seemed to have been reached. 


In this connection an important innovation was intro- 
duced with the budget of 1941. The equivalent of the 
extra taxation imposed by lowering the various ‘‘allow- 
ances” was to be credited to the account of the individual 
tax-payer at the Post Office Savings Bank, to accumulate 
without interest until after the war. Because of the nature 
and magnitude of the reduced allowances within the tax 
system no one individual could receive a credit greater 
than $260 in any one year, but the whole of the estimated 
$500 millions of revenue from this source was to be so 
credited. The scheme has rightly been regarded as a form 
of compulsory savings because, in the words of the Chan- 
cellor of the Exchequer, it was “intended to be in addi- 
tion to and not in substitution of voluntary savings,” but 
of course there is no means of ensuring that voluntary 
savings will not be diminished to maintain consumption 
in the face of the extra taxation. To the extent that volun- 
tary savings are maintained the “corapulsory savings’ rep- 
resent another weapon in the armoury to fight inflation 
during the war; but it would be foolish to ignore the fact 
that the existence of the credits as “some provision for 
post-war difficulties” may in the future constitute an in- 
flationary threat. 


A similar post-war credit was introduced in April 1941 
for industrial companies (i.e. excluding financial concerns 
such as banks, assurance companies, investment businesses 
and building societies) in the form of a refund at the 
end of the war of 20% of the amount paid in Excess 
Profits Tax at the 100% rate. The refund is to be subject 
to income tax at the rate ruling when it is made, and the 
original intention was that it should be governed by what- 
ever conditions Parliament might later determine, but its 
general purpose was “‘to assist industry to undertake the 
essential task of reconstruction and readjustment, and to 
reabsorb the mass of the nation as quickly as possible 
into profitable peace-time employment.’”’2 Control over this 





1 Husbands and wives must make a joint return in the United Kingdom. 

2 Hansard 7th April 1941 column 1320. In April 1942 the Chancellor 
announced (ileneeed 14th April 1942, column 125) that the credit, like 
the income tax post-war credit, would accrue by statutory right subject only 
to the conditions that it should not be used to pay dividends or for the 
issue of bonus shares, But it will be subject to income tax. 


post-war release of funds should be easy enough to guard 
against its becoming an inflationary threat. 


Thus it appears that the main features of the present 
British tax system were delineated in 1941. The foregoing 
has related to estimates. Actual receipts for 1941-42 were 
greater than the estimates by $1,151 millions, largely on 
account of Excess Profits Tax ($240 millions) and Cus- 
toms and Excise ($507 millions) which included the Pur- 
chase Tax, untried and therefore difficult to estimate. 
Performance for 1941-42 and estimates for 1942-43 can 
now be examined in their broadest context. 


THE SIGNIFICANCE OF TAXATION IN WAR FINANCE 


Expenditure in 1941-42 was $17,104 millions; total 
revenue was $8,296 millions; therefore 481% % of the total 
Government expenditure was financed out of revenue (of 
which less than half a billion dollars was non-tax revenue). 
For 1942-43 it is estimated that expenditure will be 
$21,146 millions, and revenue $10,508 millions. Each of 
these items includes $900 millions on account of the gen- 
erous contribution from the Canadian Government, and 
excluding this from expenditure and revenue approximately 
47% of total expenditure is to be covered by taxation. If 
the use of overseas capital resources is excluded from ex- 
penditure, the remainder represents “expenditure requiring 
domestic finance,” which is the most significant part of 
expenditure for the problem of inflation. Estimated revenue 
in 1942-43 will cover no less than 53% of this expenditure. 


Neither the simple comparison of total revenue with 
total expenditure nor any other single figure can adequately 
illustrate the sources of war finance and the significance 
of any particular method of using them. To take one 
obvious point, the significance of covering a given per- 
centage of expenditure by taxation depends upon the ex- 
tent to which capital is being drawn upon. If a country, 
rich in capital resources invested abroad, were able and 
willing to liquidate in one year an amount equal to twice 
its current national income it would be absurd to expect 
taxation to cover 50% of total Government expenditure, 
because this would mean taking away in taxes more than 
the whole national income. On the other hand there would 
be cold comfort in avoiding inflation, despite the small 
percentage of expenditure covered by taxes, if there were 
certain knowledge that the future was being beggared by 
the consumption of domestic and foreign capital assets. 


A complication, partly statistical, partly more funda- 
mental, occurs in trying to relate Government expenditure 
and private expenditure to the national income, especially 
for purposes of comparison between countries, because dif- 
ferent methods of computing national income are available, 
involving different treatment of indirect taxes, which enter 
into Government receipts, and subsidies, which enter into 
Government expenditure. But there are certain fundamental 
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concepts which, if firmly grasped, offer a guide line. First, 
the people are interested in the fraction of income received 
that is taken away in taxes, for this is how the financial 
burden of the war is brought home to them; second, any 
effect of indirect taxes or subsidies on prices should be 
allowed for in whatever way is possible, since price changes 
affect the real value of income retained. The Government 
affects the people (adversely) by raising the indirect taxes 
and also (favourably) by dispensing subsidies. In the 
main, it is the people’s spending and not the Government's 
that yields indirect taxes, and the people’s spending that 
absorbs the benefits from subsidies to the cost of living, 
though there is undoubtedly some small part of the totals 
of indirect taxes and subsidies: which is robbing Peter to 
pay Paul. Therefore it has been regarded as logical and 
realistic in England to make adjustments for indirect taxes 
and subsidies by subtracting indirect taxes from and adding 
subsidies to the actual personal expenditure of the people 
in order to arrive at a magnitude which is usefully com- 
parable with expenditure by the Government on goods and 
services at market prices. The flow of goods and services, 
from the current use of the factors of production and the 
consumption of capital assets, is divided between Govern- 
ment and people. The share going to the people depends 
inter alia on indirect taxes, which raise the prices of some 
goods to the people and diminish their real power to 
purchase. For the calendar years 1940 and 1941 it has 
been estimated that the Government share in England 
was 44% and 52%, respectively. 


But this proportion does not show how the absolute 
volume of consumption by civilians has shrunk: that de- 
pends on the part played by the increasing use of factors 
of production and capital consumption in increasing the 
goods and services available. From information relating 
to estimated personal expenditure at different dates, to 
price changes and to direct restrictions on consumption 
through rationing and the elimination of supplies, it has 
been estimated that total personal consumption in England 
has decreased by 15% to 20% from the peace-time level. 
In judging of the significance of this decrease it should 
be remembered that the working force has increased nu- 
merically, that it is putting forth greater effort and operat- 
ing under greater strain, and that a further reduction in 
the standard of life has been imposed by the limitation of 
choice and the deterioration of quality which is incapable 
of measurement. 


Taxation has played one part in decreasing consump- 
tion. It is hard to believe that it would have played as 
relatively an important part in the absence of complemen- 
tary measures. This is especially true of the direct controls 





(rationing and limitation of supplies) which have made 
it impossible for the consumer to spend and therefore 
compelled him to save. The tax on automobiles at $5 per 
unit of horse-power contributed handsomely $152 millions 
in 1941-42; but the gas rationing early in the war which 
restricted mileage to 150-200 a month also contributed to 
closing one channel of expenditure and therefore to in- 
creasing savings. The abolition of the basic gas ration in 
July 1942 will carry the process further. Campaigns to 
encourage saving have much greater chance of success 
when the ground is prepared by removing the temptation 
to spend. 


On the tax side some indication of the burden imposed 
by income tax and sur-tax is given by the following tables: 


TABLE I 


DISTRIBUTION OF PERSONAL INCOMES IN THE UNITED 
KINGDOM AND 1941-42 TAX THEREON IN RANGES OF 
GROSS INCOME AND CORRESPONDING RANGES 
OF NET INCOMES 





eet sae oe “ 

Range of umber come Tax et Range of 
Gross Income divi ie ( & Sur-tax | Income | nyoy Income 
Up to $ 1,000 | Not known — 960 
$1,000—- 2,000} 3,000,000 $ 960- 1,440 
2,000— 4,000 600,000 1,440- 2,560 
4,000— 8,000 210,000 2,560—- 4,640 
8,000— 40,000 96,000 4,640— 12,640 
Over 40,000 9,000 12.640-  — 


$22,888 $3,292 $19,596 





TABLE II 


SUB-CLASSIFICATION OF THE RANGES OF INCOME OVER 
$8,000 GIVEN IN TABLE * 


Gross 
Range of Gross Tax Net Income 
ncome Number (Militors) (Millions) | (Millions) 


-_——— FE 


$ 8,000-$ 12,000 45,000 | $ 456 |$ 208 $248 


12,000— 20,000 33,000 500 256 244 
20,000— 40,000 18,000 512 308 204 
40,000— 100,000 7,450 396 272 124 
100,000— 200,000 1,100 148 128 20 
200,000— 400,000 350 92 83.2 8.8 
Over 400,000 100 68 64.8 3.2 





105,000 | $2,172 | $1,320 $352 








Perhaps the most striking fact that can be added to the 
picture as shown by these tables is that there are no more 
than 250 incomes in England of $20,000 a year or more 
after paying income tax plus sur-tax. The futility of trying 
to increase the sources of Government expenditure by tax- 
ing the higher incomes more heavily is apparent to all. 
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TABLE ill 


EXAMPLES OF INCOME TAX, SUR-TAX AND 
POST-WAR CREDITS 


(The Post-War Credit is bracketed after the Tax) 
Total Tax Paid, Including Sur-tax 





Income | _ Single Married one Bn el 

$ 480/$ Si AAMIU Es axinssidicacngstll eames | = or eeeeuaiea” 
680 (41) |$ ye 7) Sere Re er ee 
900 159 (46) 81 (59) |$ ee tee 
1,200 265 (70) 169 (65) 104 (65) |] $ 39 (39) 
2,000 625 (107) 505 (127) 405 (127) 305 (114) 
5,000 1,975 (207) 1,855 (227) 1,755 (227) 1,655 (227) 


11,130 (260) 
27,230 (260) 
181,480 (260) 


11,030 (260) 
27,130 (260) 
181,380 (260) 


20,000 11,350 (240) 
40,000 27,450 (240) 27,330 (260) 
200,000 | 181,700 (240) | 181,580 (260) 





The volume of war savings in Great Britain up to the 
end of May 1942, despite the high taxation, reached a total 
of $15,163 millions. Of this $5,768 millions, or 38%, 
was from “small savings,” that is, purchases of National 
Savings Certificates and of bonds through the Post Office 
and Trustee Savings Banks, together with additions to the 
balances of Savings Banks. Personal savings for the cal- 
endar year 1941 were estimated to have been at least $2,660 
millions or 10% of the income stream flowing into the 
pockets of savers. This was an important source of war 
finance since private investment which might have ab- 
sorbed savings was non-existent. It is a non-inflationary 
source during the war although it constitutes a potential 
threat in the post-war period; and it makes no inroads 
into existing capital, at worst merely preventing the 
further accumulation of real capital resources. 


The remaining sources of war finance are the liquida- 
tion of capital assets, at home by failing to repair and 
renew plants, abroad by selling assets or assuming new 
indebtedness. In 1941 disinvestment was $1,972 millions 
and $3,192 millions at home and abroad, respectively, rep- 
resenting a drain on capital resources at a rate which it 
would be futile to hope to sustain for long. 


When probable revenue in 1942-43 at rates of taxation 
operative in 1941-42 was added to these non-revenue 
sources of finance, the Chancellor was $600 millions short 
of probable expenditure in 1942-43. This is the figure 
known as the “gap” which must be filled to avoid inflation. 
The only sure way to fill it is by imposing new taxation and 
that is why the Chancellor in 1942 again increased in- 
direct taxes. Action may be taken to increase the other 
sources of war finance, especially the extension of rationing 
and restriction on supplies to increase savings; but these 
take time and are less calculable than taxation. 





Note by Mr. Opie: “This article is written in my purely private capacity as an economist 
and any expressions of opinion that may be implied in no sense reflect official views. The 
data are all available in published documents, with the exception of the numbers of in- 
come receivers in different income groups, before and after paying income tax and sur-tax.” 


Therefore, whatever the importance of other weapons— 
control of prices, wages, rents, profits, interest rates and 
supplies, all of which have been used in England—taxation 
retains its place as a major one in fighting inflation. 


By comparison with this function of taxation, it is in 
the nature of an anti-climax to discuss the narrower and 
shallower aspects such as the effect on business in general. 
With Excess Profits Tax at 100% there is admittedly a 
problem of the ability of business to stand on its own feet 
after the war; hence the provision for post-war credits. 
Special consideration has been given to hard cases arising 
from the fact that profits were unduly low in the ‘‘standard”’ 
years 1935-1937, and to certain kinds of businesses with 
wasting assets. But the doubts regarding the adequacy of 
the protection to business afforded by such concessions pale 
into insignificance by comparison with the buffeting to 
which businesses big and small have been subjected as a 
result of the direct controls over industrial activity. Alloca- 
tion of supplies of raw materials, direct conversion to war 
purposes, concentration (voluntary or compulsory) of re- 
stricted production in a few firms, control over labour 
supplies, all of these manifestations of the marshalling 
of resources for war by the fiat of the State mean a dis- 
ruption of business and a possible injury to their future 
prospects akin to the consequences on individuals who are 
uprooted from their peace-time occupations to risk their 
skill, their established connections and their lives in the 
service of their country. By comparison with these vast 
changes the effects of taxes on persons or companies are 
negligible. 


The problems to which the State rightly has regard are 
public problems, the best use of business organization for 
war purposes and, only in so far as it is consistent with 
this over-riding aim, the maintenance intact of the organiza- 
tion to restore the wheels of peace-time production when 
that happy time arrives. Regard to the public interest in 
this sense was the justification of the provision for a con- 
ditional refund of 20% of the Excess Profits Tax after 
the war. Individuals and business as well as the Govern- 
ment will inevitably be faced with formidable problems of 
reconstruction after the war. A wise and strong tax policy 
during the war, continued into the period of reconstruc- 
tion, is essential if these problems are to be kept at the 
minimum possible. 


REDVERS OPIE 
Economic Adviser to 
The British Embassy 
Washington, D. C. 
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